Default probabilities and default correlations by Erlenmaier, Ulrich & Gersbach, Hans
econstor
www.econstor.eu
Der Open-Access-Publikationsserver der ZBW – Leibniz-Informationszentrum Wirtschaft
The Open Access Publication Server of the ZBW – Leibniz Information Centre for Economics
Nutzungsbedingungen:
Die ZBW räumt Ihnen als Nutzerin/Nutzer das unentgeltliche,
räumlich unbeschränkte und zeitlich auf die Dauer des Schutzrechts
beschränkte einfache Recht ein, das ausgewählte Werk im Rahmen
der unter
→  http://www.econstor.eu/dspace/Nutzungsbedingungen
nachzulesenden vollständigen Nutzungsbedingungen zu
vervielfältigen, mit denen die Nutzerin/der Nutzer sich durch die
erste Nutzung einverstanden erklärt.
Terms of use:
The ZBW grants you, the user, the non-exclusive right to use
the selected work free of charge, territorially unrestricted and
within the time limit of the term of the property rights according
to the terms specified at
→  http://www.econstor.eu/dspace/Nutzungsbedingungen
By the first use of the selected work the user agrees and
declares to comply with these terms of use.
zbw
Leibniz-Informationszentrum Wirtschaft
Leibniz Information Centre for Economics
Erlenmaier, Ulrich; Gersbach, Hans
Working Paper
Default probabilities and default
correlations
Research notes in economics & statistics, No. 01-5
Provided in cooperation with:
Deutsche Bank Research
Suggested citation: Erlenmaier, Ulrich; Gersbach, Hans (2001) : Default probabilities














































Default Probabilities and Default
Correlations
Starting from the Merton framework for firm defaults, we provide the
analytics and robustness of the relationship between default
probabilities and default correlations. We show that loans with higher
default probabilities will not only have higher variances but also higher
correlations with other loans. As a consequence, portfolio standard
deviation can increase substantially when loan default probabilities rise.
This result has two important implications. First, relative prices of loans
with different default probabilities should reflect the differential impact
on portfolio standard deviation. Second, the standard deviation of loan
portfolios and of default rates, as well as the required economic capital
will vary significantly over the business cycle.
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